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CEO Turnover, Firm Performance, and Corporate Governance in Chinese Listed Firms Section 1: Introduction
Executive turnover has been the focus of a large and growing literature because it provides a crucial measure of how effective a firm solves the two sets of principal-agent problems faced by the firm. Tying the personal fortune of top executives to the performance of the firm aligns the interests of the shareholders and those of the management. It also breaks up the "insider" alliance between the controlling shareholder and the management and therefore helps protect the interests of outside investors (minority shareholders). As a result, how executive turnover relates to firm performance can serve as an important indicator for how the corporate governance system functions in a country, especially in countries that lack an active market for corporate control such as China.
In this paper, we study executive turnover in Chinese listed firms to explore the corporate governance system in the largest transition economy where there is essentially no active market for corporate control. Our results demonstrate that the current corporate governance in Chinese listed firms does not sufficiently address either of the two types of agency problems. On the one hand, firms that are controlled by the state and those that do not have an absolute controlling shareholder see no significant relationship between firm performance and CEO turnover, suggesting that the current system does not solve the principal-agent problem between the shareholders and the management of these firms. On the other hand, many listed firms have their CEOs simultaneously working for the controlling shareholder of the listed firm, while most listed firms have very few independent members serving on the board of directors. Furthermore, there is no significant link between firm performance and turnover for the "insider" CEOs, suggesting that the principal-agent problem between the controlling shareholder and minority shareholders of the firm is not solved.
The inability to solve the two types of principal-agent problems under the current corporate governance system in China is fundamentally a result of the weak protection of investors provided by the legal system. 1 Like many other developing countries, China does not have a comprehensive set of legal rules that provide protection for outside investors or the ability to effectively implement existing laws governing the operations of corporations or securities market. This implies poor quality of corporate governance in Chinese listed firms. 2 However, compared to other countries with weak protection for investors, China faces an additional problem. The state ownership of the majority of listed company stocks implies that the protection for even the largest investor, the state, is also weak due to the ambiguity of public property rights.
Given such weak protection for investors in general, how do firms solve the types of principal-agent problems in China? And what can be done to improve the situation? We attempt to answer these answers by studying how different types of listed firms in China link their top executive turnover to their firm performance. In particular, we will study the effects on CEO turnover-performance sensitivities of two sets of factors in this paper: those reflecting the country's ambiguous property rights due to the socialist legacy (or the prevalence of state ownership) and those reflecting its weak protection of outside investors. As result, our study will help shed light on corporate governance in transition economies as well as in countries with weak investor protection in general.
In so doing, we use comprehensive financial and accounting data on China's listed firms from 1998 to 2002, augmented by unique data on CEO turnover, ownership structure and board 1 See for example La Porta, Lopez-de-Silanes, and Shleifer (1999) and La Porta et al. (2000) . 2 See for instance Wu (2003) .
characteristics. We find evidence in support of the following five hypotheses: (i) even if the firm is listed in Stock Exchanges, there is no significant and negative link between CEO turnover and firm performance unless the listing is accompanied by an ownership change from state to private;
(ii) the presence of a large controlling shareholder makes CEO turnover more sensitive to firm performance; (iii) the appointment of independent directors enhances turnover-performance sensitivities; (iv) CEO turnover-performance sensitivities are weaker for listed firms with CEOs who also hold positions in the controlling shareholders; and (v) Firm performance will improve significantly after the replacement of the CEO and the improvement will be greater for privately controlled firms than for state controlled firms.
These findings have important implications for China's stock market development and SOE reform. Consistent with predictions made in the "law and finance" approach to corporate governance, the wholesale change of ownership and control from the state to private individuals and firms is found to be the most consistent and significant contributor to stronger CEO turnover-performance link and hence the higher quality of corporate governance. The "law and finance" approach predicts that weak protection for investors leads to poor corporate governance, as evidenced by weaker link between firm performance and executive turnover observed in state controlled firms. Weak investor protection implies a larger role of controlling shareholders and thus is supported by the finding that the existence of a controlling shareholder with more than 50% of the company shares leads to stronger performance-turnover ties. The positive effects of higher independence of board members on turnover-performance link are also consistent with the weak investor protection theory, because the introduction of independent directors provides more protection for outside investors. Finally, the findings on management entrenchment highlight the effects of weak investor protection.
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The structure of the paper is as follows. In Section 2, we will present background information on the current Chinese corporate governance system and develop testable hypotheses. The data and empirical strategy are discussed in Section 4, followed by Section 5 where econometric specifications are laid out and the estimates are presented. Section 6 concludes.
Section 2: Background information and testable hypotheses
This section provides background information on China's stock market and listed firms, and develops hypotheses to be tested in the paper.
As part of its effort to help SOEs raise capital and reduce debt burden, the Chinese government became interested in the opening of the stock market and listing of some of their SOEs on the market in the late 1980s and early 1990s. Lately the importance of the stock market and listed firms in China has increased substantially and stock market listing has been heralded as a centerpiece of China's enterprise reform, especially for its largest SOEs. The government's policy stance to emphasize the role of the stock market and listed firms in China's SOE reform can be observed from numerous speeches given by policy makers in charge of enterprise reform. For instance, in a speech given at the "Meeting on How to Establish the Modern Enterprise System in Listed Firms" held in December of 2002, the chairman of the Economic and Trade Commission, Mr. Rongrong Li, stated that China's enterprise reform and modernization in the coming years will be centered on listed firms. 4 Earlier SOE reform measures were mainly designed to align the interests of SOE management with the interests of the government, and they include the administrative decentralization and profit retention policies Congress, the National Peoples' Congress (NPC) and its Standing Committee passed the Corporate Law in 1993, which laid out the essential rules for corporate governance in modern Chinese corporations and provided blueprints for SOE reform. In 1997, the Chinese Communist Party's 15th Party Congress made the shareholding system a showpiece of China's enterprise reform and public listing a main mechanism to attain the goal for large SOEs, and this led to a rapid increase in the number of firms listed in the two stock exchanges in China. Naughton (1995) and Yang (1997) . For a general discussion on enterprise reform in transition economies, see Megginson and Netter (2001) . 5 See, for instance, Jefferson et. al. (2003) . 6 There were 1,288 firms listed in the Shanghai and Shenzhen Stock Exchanges by the end of April in 2004. Source: Shanghai and Shenzhen Stock Exchanges. One estimate puts the market capitalization in China's stock markets at about 50% of China's GDP, which is comparable to the ratio in Japan (See People's Daily, Feb. 22, 2001) . A more conservative estimate discounting values of shares owned by the state and legal persons puts the ratio at 20%. 7 These numbers are computed from the GTA and Sinofin data bases by the authors. For similar estimates for different types of share percentages, see, for instance, Qu (2003) . the state is able to hold the bureaucrats accountable for implementing its goals in operating the state-owned firms, the multiple and oftentimes conflicting social objectives pursued by the state imply that firm's the economic performance often has to be sacrificed to achieve other higher social goals such as full employment. Furthermore, the state and legal person shares of Chinese listed firms held directly or indirectly by the government account for about two thirds of total company stocks. They are non-tradable shares and any transfer of these stocks has to be approved by numerous government agencies including both the CSRC and the Ministry of Finance. This greatly weakens the market's disciplinary function through takeovers since without the government's approval there is virtually no threat of an alternative management offering a better return for the current firm's asset, no matter how unsatisfactory the firm's performance stands.
All these facts lead to weak incentives of state owned firms to aggressively pursue profit or increase the market value of the firm, and the absence of such a drive for profit pursuit implies that China will find it difficult to develop a financial market with the potential to raise large amount of fund in the long run and that weak corporate governance mechanisms will be the norm in Chinese listed firms, including a weak relationship between firm performance and executive turnover. In the context of top personnel decisions, most of the firms controlled by the government still follow the same routine as SOEs. Specifically, depending on the management level of the SOE, the government of the corresponding level has the authority to appoint its top management. For SOEs at the central government level, for example, the central government's CCP (Communist Party of China) Department of Organization has the final say in the selection of its CEO or the General Manager; for SOEs in the charge of provincial government, the Department of Organization at the provincial government calls the shots.
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For the listed firms that have the government or SOEs as their largest shareholders, the same procedures tend to apply. According to China's Corporate Law, the personnel decisions are supposed to be made by the board of directors. However, in reality, the candidates for the Chairman of the board of directors and the General Manager are almost always nominated by the largest government shareholders and then rubber-stamped by the board. The multiplicity of the goals of the government thus implies that economic performance of the firm will often become secondary to political pressures and social connections in making personnel decisions.
In sum, being harbingers of the new modern Chinese enterprises, listed firms in China are generally expected to have adopted a more efficient and Western-style corporate governance system with greater accountability. However, our discussion above suggests that listing in Stock Exchanges alone is not sufficient to improve corporate governance. Ownership restructuring away from state ownership needs to accompany the listing. Our first hypothesis, therefore, is: The dominance of state ownership leads to another feature of Chinese listed firms, the high concentration of both ownership and control. Concentration of both control and ownership of listed firms is prevalent in countries with weak protection for investors and is argued to be a rational response by private entrepreneurs to the lack of investor protection (La Porta et al. 2000) .
Among other reasons for choosing such concentration, a larger stake in the company gives the 8 Our discussion on the personnel appointment process is largely based on the surveys and interviews conducted in Beijing, Shanghai, and Chengdu, Sichuan in the summer of 2004.
controlling shareholder more incentives to monitor the management and thus leads to higher performance-turnover sensitivities.
Although the highly concentrated control and ownership of Chinese listed firms are largely a legacy of the planned economy characterized by state ownership rather than a rational response by private entrepreneurs, ownership concentration does give the state represented by a government agency or an SOE more incentive to monitor the bureaucrat management to ensure the latter does not pursue its own interest. Therefore, to the extent that the state cares about firm performance, a higher concentration of ownership will leads to more effective corporate governance measures such as a stronger link between firm performance and executive turnover.
It is worth pointing out that the same argument applies for listed firms controlled by other types of shareholders. A larger share stake in the company increases the incentive to monitor and thus we expect to see a more sensitive relationship between firm performance and CEO turnover.
Thus, our second hypothesis is:
Hypothesis II: The presence of a large controlling shareholder makes CEO turnover more sensitive to firm performance.
The second set of issues we now turn to study concerns how well the corporate governance system in China handles the conflict of interests between the controlling shareholder and the minority shareholders of the firm. La Porta, Lopez-de-Silanes, and Shleifer (1999) argue that in countries with poor protection of outside investors, the ownership of firms tends to be more concentrated. Although the concentration of ownership helps reduce the principal-agent problem between owners and the management, it also aggravates the conflict of interests between the controlling shareholder and the minority shareholders.
In particular, we will examine the relevance of this type of agency problem by studying two related hypotheses. The first hypothesis relates to the role of independent directors.
According to China's Corporate Law, the board of directors represents the interests of all the shareholders. But in reality, the board of directors in Chinese listed firms is often staffed with "insiders" that are directly or indirectly affiliated with the controlling shareholder, leaving the small individual investors with no representation.
9 Under such circumstances, one way to protect the interests of minority shareholders is to guarantee a minimum number of independent directors on the board who are not affiliated with either the controlling shareholder or the listed firm, but rather serve on behalf of the outside investors.
The recent effort to improve the quality of corporate governance in China has followed this logic and the regulatory agency has introduced certain standard corporate governance measures borrowed from the West. required to be "independent directors." 11 The CSRC also states in the "Guidelines" and the "Corporate Governance Model Codes" that the board of directors should establish committees in charge of compensation, auditing, and nomination. In addition, at least half of the members serving on these committees should be "independent directors" and "independent directors"
should also serve as the chairs of these committees.
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Given the prevalence of "insider control" in Chinese listed firms, independent directors who are truly independent of influence from the controlling shareholders have the potential to substantially improve the quality of corporate governance. According to recent newspaper coverage, some independent directors have hired independent auditors to audit the books for the listed firm, while others have refused to acquiesce to decisions made by the management and the controlling shareholders of the listed firm. 13 As a result, we expect to see a significant effect of independent directors on how firm performance affects CEO turnover, which will suggest the existence of "insider control" in Chinese listed firms. Our next hypothesis to be tested is, therefore:
Hypothesis III: The appointment of independent directors enhances turnover-performance sensitivities.
The second hypothesis concerning the agency problem between controlling shareholder and minority shareholders relates to "insider" CEOs. In addition to staffing the board of directors with "insiders", a more direct way for the controlling shareholder to exert its control over the listed firm is to appoint one of its own executives to be the listed firm's CEO. In 2003, CEOs of 12 Another example of the reform measure is the separation of the CEO position from the board chairmanship. Though there is no clear stipulation in the Company Law or other laws in China, many Chinese scholars and policy makers have recommended the separation as a good corporate governance practice See, for instance, He (2004) . Mr. Jiancheng He is the chair of SASAC's (State Asset Supervision and Administration Commission) supervisory board in charge of the largest SOEs. Since the majority of board members and management are both appointed by the largest shareholders, however, the board of directors is not truly independent of management in most listed firms in China, and the artificial separation of CEO and chairman may not be sufficient to achieve the real independence of the board. As expected, we find no discernable effect on turnoverperformance sensitivities of the separation of the CEO position from the board chairmanship. These and other unreported results are available from the corresponding author at tkato@mail.colgate.edu upon request. 41% of China's listed firms simultaneously hold executive positions in the controlling shareholders, which leads to the Chinese version of "management entrenchment."
14 When the controlling shareholder sends one of its own executives to be the listed firm's CEO, the CEO is probably expected to serve the interests of the controller more than that of the listed firm.
Since the controlling shareholder may have different goals from those of the listed firm, the criteria for measuring the CEO's success may thus be linked more to his or her effectiveness in transferring wealth from the listed firm to the controlling shareholder rather than to his or her ability to improve the performance of the listed firm. To the extent that the wealth transferring, i.e., "tunneling" activities are more prevalent in firms whose CEOs pledge loyalty to the controlling shareholder and that the amount of "tunneling" is reflected in the listed firm's performance, the link of CEO turnover to stock return is expected to be weaker for these listed firms. 15 Our next hypothesis is therefore:
Hypothesis IV: CEO turnover-performance sensitivities are weaker for listed firms with CEOs who also hold positions in the controlling shareholders.
Finally, there may be doubts about the validity of using executive turnover as a measure for the quality of corporate governance in China. Although China's labor market for executives is still in its early stage of development, the increased executive turnover rate since the beginning of the reform era suggests that executive turnover is an effective mechanism to infuse new blood into the firm's management and turn a company's poor performance around. But the intrinsic difficulty state ownership faces in improving firm performance and the slow progress in updating 14 See Table 1 in the appendix.
its personnel decision mechanism also suggest that executive turnovers may not be as effective in government controlled firms as the privately controlled firms. We therefore test the following hypothesis to substantiate our implicit assumption so far:
Hypothesis V: Firm performance will improve significantly after the replacement of the CEO and the improvement will be greater for privately controlled firms than for state controlled firms.
Section 3: Data and Measurement
Defining CEOs and CEO turnover in Chinese Firms
Many studies on executive turnover in the U.S. and other developed countries have focused on CEOs. 16 In China, however, CEO is a relatively new concept and only very recently some companies started to use the title. Since Chinese firms have historically used "General Manager (zongjinli)" as the title for their top executives, one is tempted to focus on these General Managers. However, a few facts complicate the matter and suggest that the designation of "General Manager" as the top executive in China may not be always correct. First, the Corporate Law in China stipulates that the Chairman of the board of directors is the legal person representative of a listed firm (Corporate Law §3, 1993) . Second, the Chairman of the board of directors is appointed by the largest shareholder in the majority of listed firms in China. 17 Given the highly concentrated ownership structure of Chinese listed firms, the Chairman appointed by the largest shareholder tends to be powerful and is often involved in the company's daily decision-making even without holding the position of "General Manager" simultaneously. 19 One may argue that it is plausible that the Chairman is involved in day to day business decision and still more powerful than the General Manager even if he is not paid by the listed firm, and that including those firms with CEOs identified somewhat ambiguously contaminate the results. Reassuringly our key results do not change qualitatively even if we limit our analysis to only those firms with CEOs defined clearly with little controversy (or firms with the same individuals serving both the Chairmanship and the General Manager position and with the Chairmen on the listed firm's payroll).
20 See, for instance, Sun and Tong (2003), , and . The GTA database provides data on the starting year of each CEO's current term, with a typical term for CEOs being three years in China, but fails to supply the year in which he or she is first appointed to the CEO position. As a result, we are unable to obtain data on total tenure as CEO for those CEOs who are serving more than a term from the GTA database.. Fortunately we are able to supplement the GTA database by obtaining such data from the online data source:
http://finance.sina.com.cn/stock/, which provide all the annual reports of all listed firms.
We exclude from our analysis of CEO turnover: (i) firms that have been listed for less than a year; (ii) firms that have been run by their CEOs for less than a year; and (iii) firms with missing data on CEO turnover and firm performance. Firms that have been listed for less than a 21 There is a companion paper in which we use the Sinofin dataset to examine executive compensation in Chinese listed firms (Kato and Long, 2004). year are excluded since stock market and accounting data are incomplete (in particular no lagged data are available). In addition, firms with recent IPOs look very different from other listed firms and they have both lower turnover rate and lower stock rate of return than more established firms. We have to drop firms with CEOs with less one year's tenure, because the annual firm performance data and our inability to identify the exact month of the CEO's appointment imply that the lagged performance measure may be an indicator of the success of the preceding CEO rather than that of the current one for these new CEOs.
Finally, to focus on CEO departures from the firm that are related to firm performance, we follow the standard approach used in the literature, i.e., exclude CEO departures due to death, illness or company control changes. 22 Unfortunately, the data do not allow us to identify CEO departures due to normal retirement. Again as done in the literature, we include CEO's age to control for the impact on CEO departures due to normal retirement.
After applying the above exclusion criteria to the data, we end up with 634 firms and a total of 2167 observations over the period of 1999-2002. The summary statistics are given in Part A of The average annual CEO turnover rate is 24%, substantially higher than the average CEO turnover rate reported for the U.S. and Japan (Kaplan 1994 
Ownership Structure and Board Structure of Chinese Listed Firms
For ownership structure, we will separate the listed firms into state controlled firms and non-state controlled firms, using data on whether the "ultimate controller" of the listed firm is the state. 23 According to "Report on Chinese Entrepreneurs: Emergence and Development"(Zhongguo qiyejia chengzhang yu fazhan baogao), p27, by the Survey System for Chinese Entrepreneurs 2004, the average age of Chinese CEOs is 48 and the percentage of female CEOs is 4% in 2002. 24 The Survey on Chinese entrepreneurs reports that in 1998 the percentages of CEOs with tenure length between 1 and 5 years, between 6 and 10 years, between 11 and 15 years, between 16 and 20 years, and more than 20 years, to be 36%, 28.3%, 26.7%, 6.4%, and 2.6%, respectively. In the same survey conducted in 2000, the entrepreneurs reported an average of 1.6 turnovers for the top executives working in their firms during the previous 10 year period.
25 Data on educational attainment are unfortunately extremely limited and available only for a very small subsample of 89 observations. For the small subsample, we find that 71% of firms with CEOs having at least a bachelor's degree, a substantially higher percentage than that reported for Chinese CEOs in general (40%). Nevertheless, we ought to interpret this with much caution due to the very small sample. 26 See for instance Kato and Rockel (1992) and Kaplan (1994) and Footnote 10 above.
The data are collected by Sinofin and the definition of the "ultimate controller" is comparable to that used in the literature at 10% threshold level with one exception. 27 The definition of the "ultimate controller" used in prior studies requires the largest shareholder of the listed firm in the middle layer also be listed. According to Liu, Sun, and Liu (2003) , the main mechanism of indirect control for Chinese listed firms is through a pyramid scheme where the largest shareholder of the listed firm is an unlisted firm or organization controlled by the state. Claessens, Djankov, and Lang (2000) , and Faccio and Lang (2002) . 28 To the best of our knowledge, this is the only publicly available data on the "ultimate controller" of Chinese listed firms. Liu and Sun (2005) traced the chain of control for 1105 listed firms and calculated the shareholdings for their ultimate controllers and thus have the best data on ownership structure. However, their ownership structure information goes only till 2001 and their data are yet to be made available publicly. 29 The remaining 16 percent are mostly owned by private individuals or firms (with a small percentage of them owned by collective enterprises, non-profit organizations, and unions or employee stock holding committees).
firm owns over 44% of total company stock on average, suggesting a highly concentrated ownership structure in Chinese listed firms. by the CSRC, our estimates on the impact of the introduction of independent directors on the quality of corporate governance will be less subject to endogeneity bias.
Section 4: Econometric Specifications and Results
As is often done in the literature, we estimate CEO turnover-performance sensitivities by estimating a logit model. We begin with the following baseline model to test the first two hypotheses: α, β 1 , β 2 , β 3 , β 12 , and β 13 are the coefficients to be estimated; γ is a vector of coefficients on the control variables; and u is the disturbance term. For PERFORMANCE, as is done often in the literature, we use stock market performance measure (industry adjusted stock return or RETURN) as well as accounting measures (i.e., industry adjusted changes in ROA or ∆ROA).
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The literature often considers firm performance from both the current period as well as the previous period.
31 Since 57% of the CEO departures in our sample occur in the first six months of the year, firm performance in the current year is likely to reflect the replacing CEO's job performance as much as it does the departing CEO's. Thus we use firm performance in the previous year.
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The control variables include various dummy variables capturing the possible influences on CEO turnover of the CEO's age, gender, tenure as CEO, job title (general manager or chair/GM dual position), as well as firm size (measured by the logarithm of the firm's market value) and time effects. 33 To control for CEO's age and tenure is particularly important since we are unable to separate CEO turnover due to normal retirement from disciplinary turnovers.
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30 See for example Kang and Shivdasani (1995) , Denis, Denis, and Sarin (1997) , Murphy (1999) , Campbell and Keys (2002) , and Anderson and Campbell (2004) . 31 See for instance, Kaplan (1994) 32 We also consider firm performance in the previous two years in the regressions, which unfortunately leads to a substantial reduction in the sample size. Reassuringly we find no discernable differences in our key results. 33 Specifically we created 11 dummy variables capturing the impact on CEO turnover of his/her age; and 10 dummy variables gauging the effects on CEO turnover of his/her tenure as CEO. In addition, we also include dummy variables controlling for the possible impact on CEO turnover of our definitional differences in CEOs (i.e., Table 2 shows the maximum likelihood estimates of Eq. (1). When firm performance is measured by industry adjusted stock return, the estimated coefficient on PERFORMANCE has the right sign yet highly insignificant, suggesting that there is no link between CEO turnover and firm performance for listed firms with the state as the ultimate controller and the largest shareholders owning less than the majority of the stock (or PRIVATE=0 and MAJORITY=0). In other words, even if the firm is listed in Stock Exchanges, insofar as the firm is still controlled ultimately by the state and the state has a relatively weak stake in the firm, the fate of its CEO is not tied to stock market performance.
On the other hand, the estimated coefficient on PERFORMANCE*PRIVATE is negative (right sign) and statistically significant at the 5 percent level, confirming our hypothesis that there is significant CEO turnover-performance sensitivity for listed firms with private individuals or firms as their ultimate controllers. Moreover, the estimated coefficient on PERFORMANCE*MAJORITY is negative (right sign) and statistically significant at the 5 percent level. This implies that when the largest shareholder of the listed firm has more stake in the firm by owning the majority of the stock, it will monitor the CEO more carefully and make his/her fate more tied to firm performance. Again, our hypothesis is confirmed. Interestingly, even for listed firms with the state as the ultimate controller, there is smaller yet statistically significant turnover-performance sensitivity if the largest shareholder of the listed firm owns the majority of its stock has a significant stake in the listed firm. It seems to suggests that SOEs whether the firm's CEO is identified as an individual serving both the General Manager position and the Chairmanship of the board; as an individual serving only the Chairmanship and on the firm's payroll; or as an individual serving only the General Manager position and on the firm's payroll while the Chairman of the board is not on the firm's payroll. We also use the number of employees as an alternative measure for firm size with similar results. 34 In addition, we also consider board size as an additional control and find no discernable differences.
have a multitude of objectives, one of which is economic efficiency and that the economic objective will weigh more relative to other objectives as SOEs have more stake in the listed firms.
Finally, the estimated coefficient on PRIVATE is positive and statistically significant at the 1 percent level. All things equal, CEO will enjoy less job security in listed firms with private individuals or firms as the ultimate controllers.
When the accounting measure (industry adjusted change in ROA) is used, the results are more mixed. It is still the case that listed firms with the largest shareholders holding the majority of company stocks make the link of CEO turnover to accounting firm performance stronger whereas we find no statistically significant impact on turnover-performance sensitivities of PRIVATE. It appears that listed firms with private individuals or firms as the ultimate controllers rely more on stock market performance than accounting performance which tends to be more subject to management manipulation, especially in China. The maximum likelihood estimates of Eqs. (2), (3) and (4) are presented in Tables 3 and   4. As table 3 shows, the estimated coefficient on PERFORMANCE*INDEPENDENT is negative and statistically significant at the 10 percent level when stock return is used and at the 5 percent level when ROA is used, supporting Hypothesis III that independent directors will be conducive to strengthening CEO turnover-performance link. As Table 4 demonstrates, we find a positive and statistically significant (at the 5 percent level) coefficient on PERFORMANCE*ENTRENCH when we consider stock performance. As such, Hypothesis IV is supported insofar as stock performance is concerned, i.e., turnover-performance link is weaker when CEOs work for the largest shareholders. However, we fail to find no such result when change in ROA is used to measure firm performance. Lastly, to test the last hypothesis that firm performance will improve significantly after the replacement of the CEO and the improvement will be greater for privately controlled firms than for state controlled firms, we estimate:
(5) PERFORMANCE t = α + β 1 TURNOVER + β 12 TURNOVER*PRIVATE + u where PERFORMANCE t is firm performance t years after CEO turnover and t=-3, -2, -1, 0, +1, +2, and +3 (negative numbers means firm performance t years before CEO turnover.
Tables 5 and 6 present the OLS estimates of Eq. (5) with PERFORMANCE measured by industry adjusted RETURN and ∆ROA. As shown in both tables, past firm performance tends to be negatively and significantly related to CEO turnover whereas subsequent firm performance is no longer negatively related to CEO performance and even positively and significantly related to CEO turnover in some instances. Especially for listed firms with private individuals or firms as the ultimate controllers, performance improvement following CEO turnover is more pronounced and significant. As such we find evidence consistent with Hypothesis V.
Section 5: Concluding Remarks
This paper has used comprehensive financial and accounting data on China's listed firms from 1998 to 2002, augmented by unique data on CEO turnover, ownership structure and board characteristics, and has provided evidence in support of the "law and finance" approach to corporate governance. Specifically, we find in China (characterized by the ambiguous property rights due to the socialist legacy and the weak protection of outside investors and minority shareholders) that: (i) even if the firm is listed in Stock Exchanges, there is no significant and negative link between CEO turnover and firm performance unless the listing is accompanied by an ownership change from state to private; (ii) the presence of a large controlling shareholder makes CEO turnover more sensitive to firm performance; (iii) the appointment of independent directors enhances turnover-performance sensitivities; (iv) CEO turnover-performance sensitivities are weaker for listed firms with CEOs who also hold positions in the controlling shareholders; and (v) Firm performance will improve significantly after the replacement of the CEO and the improvement will be greater for privately controlled firms than for state controlled firms.
These findings have important implications for China's stock market development and SOE reform. Consistent with predictions made in the "law and finance" approach to corporate governance, the wholesale change of ownership and control from the state to private individuals and firms is found to be the most consistent and significant contributor to stronger CEO turnover-performance link and hence the higher quality of corporate governance. The "law and finance" approach predicts that weak protection for investors leads to poor corporate governance, as evidenced by weaker link between firm performance and executive turnover observed in state controlled firms. Weak investor protection implies a larger role of controlling shareholders and thus is supported by the finding that the existence of a controlling shareholder with more than 50% of the company shares leads to stronger performance-turnover ties. The positive effects of higher independence of board members on turnover-performance link are also consistent with the weak investor protection theory, because the introduction of independent directors provides more protection for outside investors. Finally, the findings on management entrenchment highlight the effects of weak investor protection. The data are based on a pooled cross-sectional time series dataset of 634 listed firms over the time period of 1998-2002. All value variables are measured in RMB and adjusted for inflation using CPI (1995=100). All models include various dummy variables capturing the possible influences on CEO turnover of the CEO's age, gender, tenure as CEO, job title (general manager, or chair/GM dual position), as well as firm size (measured by the logarithm of the firm's market value) and time effects. Absolute value of t statistics in parentheses. + significant at 10%; * significant at 5%; ** significant at 1% The data are based on a pooled cross-sectional time series dataset of 634 listed firms over the time period of 1998-2002. All value variables are measured in RMB and adjusted for inflation using CPI (1995=100). All models include various dummy variables capturing the possible influences on CEO turnover of the CEO's age, gender, tenure as CEO, job title (general manager, or chair/GM dual position), as well as firm size (measured by the logarithm of the firm's market value) and time effects. Absolute value of t statistics in parentheses. + significant at 10%; * significant at 5%; ** significant at 1% The data are based on a pooled cross-sectional time series dataset of 634 listed firms over the time period of 1998-2002. All value variables are measured in RMB and adjusted for inflation using CPI (1995=100). Absolute value of t statistics in parentheses. + significant at 10%; * significant at 5%; ** significant at 1% The data are based on a pooled cross-sectional time series dataset of 634 listed firms over the time period of 1998-2002. All value variables are measured in RMB and adjusted for inflation using CPI (1995=100). Absolute value of t statistics in parentheses. + significant at 10%; * significant at 5%; ** significant at 1%
